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to be allocated equals $52,250 ($56,000 minus
the $3,750 of state F income tax specifically
allocated to foreign source portfolio divi-
dends). P allocates this portion by applying
the methodology illustrated in paragraph (ii)
of Example 25, as modified by paragraph
(e)(6)({i1)(D)(3)(iii) of this section. Thus, P
compares its adjusted state taxable income
(as determined under Step One in paragraph
(A) above) with its adjusted U.S. source fed-
eral taxable income (as determined under
Step Two in paragraph (B) above). Because
P’s adjusted state taxable income ($762,500)
exceeds P’s adjusted U.S. source federal tax-
able income ($450,000), the remaining portion
of P’s deduction for state income tax ($52,500)
must be allocated to a class of gross income
that includes both U.S. and foreign source
income.

(D) Step Four—Apportionment. P must ap-
portion to U.S. source income the portion of
the deduction that is attributable to state
income tax imposed upon state taxable in-
come in an amount equal to P’s adjusted
U.S. source federal taxable income.

Amount of deduction to be apportioned ..........
Less portion of deduction initially apportioned
to income from sources within the United

States (residual grouping):

$52,250x($450,000/$762,500) ....c.ceevererenenns

$52,250.00

30,836.07

Remainder requiring further apportionment:

$52,250%($312,500/$762,500) .......ccvvvvrvrene 21,413.93

The remainder of $21,413.93 must be further
apportioned between foreign source general
limitation income and U.S. source federal
taxable income in the same proportions that
P’s adjusted U.S. source federal taxable in-
come and foreign source general limitation
income bear to P’s total federal taxable in-
come (taking into account the adjustment of
U.S. source federal taxable income and re-
duced by the amount of foreign source port-
folio dividends to which the tax has been spe-
cifically allocated).
Portion of remainder apportioned to foreign

source general limitation income (statutory

grouping):  $21,413.93 X  ($212,500/

$662,500) .....coeoreerrreeeisseesseensenressee i $6,868.62
Remaining state income tax deduction to be

apportioned to income from sources within

the United States (residual grouping):

$21,413.93 X ($450,000/$662,500) ............. $14,545.31

Of P’s total deduction of $56,000 for state
income tax, the portion allocated and appor-
tioned to foreign source general limitation
income equals $10,618.62—the sum of $6,868.62
apportioned under Step Four and the
$3,750.00 specifically allocated to foreign
source portfolio dividend income under Step
One. The portion of the deduction allocated
and apportioned to U.S. source income
equals $45,381.38—the sum of the $30,836.07
and the $14,545.31 apportioned under Step
Four.

(h) Effective/applicability date. Para-
graphs (OH(O(VIXE), @O@Q)(vi)F), and

§1.861-8T

(H)(1)(vi)(H) of this section apply to tax-
able years ending after April 9, 2008.

[T.D. 7456, 42 FR 1195, Jan. 6, 1977]

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting §1.861-8, see the List of CFR
Sections Affected, which appears in the
Finding Aids section of the printed volume
and on GPO Access.

§1.861-8T Computation of taxable in-
come from sources within the
United States and from other
sources and activities (temporary).

(a) In general. (1) [Reserved]

(2) Allocation and apportionment of de-
ductions in general. If an affiliated
group of corporations joins in filing a
consolidated return under section 1501,
the provisions of this section are to be
applied separately to each member in
that affiliated group for purposes of de-
termining such member’s taxable in-
come, except to the extent that ex-
penses, losses, and other deductions are
allocated and apportioned as if all do-
mestic members of an affiliated group
were a single corporation under section
864(e) and the regulations thereunder.
See §1.861-9T through §1.861-11T for
rules regarding the affiliated group al-
location and apportionment of interest
expense, and §1.861-14T for rules re-
garding the affiliated group allocation
and apportionment of expenses other
than interest.

(3)-(b)(1) [Reserved]

(ii) Paragraph (e)(4), the last sen-
tence of paragraph (f)(4)(i), and para-
graph (g), Example 17, Example 18, and
Example 30 of this section are generally
applicable for taxable years beginning
after December 31, 2006. In addition, a
person may elect to apply the provi-
sions of paragraph (e)(4) of this section
to earlier years. Such election shall be
made in accordance with the rules set
forth in §1.482-9T'(n)(2).

(b) Allocation. (1)-(2) [Reserved]

(3) Supportive functions. Deductions
which are supportive in nature (such as
overhead, general and administrative,
and supervisory expenses) may relate
to other deductions which can more
readily be allocated to gross income. In
such instance, such supportive deduc-
tions may be allocated and apportioned
along with the deductions to which
they relate. On the other hand, it
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would be equally acceptable to at-
tribute supportive deductions on some
reasonable basis directly to activities
or property which generate, have gen-
erated or could reasonably be expected
to generate gross income. This would
ordinarily be accomplished by allo-
cating the supportive expenses to all
gross income or to another broad class
of gross income and apportioning the
expenses in accordance with paragraph
(c)(1) of this section. For this purpose,
reasonable departmental overhead
rates may be utilized. For examples of
the application of the principles of this
paragraph (b)(3) to expenses other than
expenses attributable to stewardship
activities, see Examples 19 through 21 of
paragraph (g) of this section. See para-
graph (e)(4)(ii) of this section for the
allocation and apportionment of deduc-
tions attributable to stewardship ex-
penses. However, supportive deductions
that are described in §1.861-14T(e)(3)
shall be allocated and apportioned in
accordance with the rules of §1.861-14T
and shall not be allocated and appor-
tioned by reference only to the gross
income of a single member of an affili-
ated group of corporations as defined in
§1.861-14T(d).

(4)-(5) [Reserved]

(c) Apportionment of deductions—(1)
Deductions definitely related to a class of
gross income. Where a deduction has
been allocated in accordance with
paragraph (b) of this section to a class
of gross income which is included in
one statutory grouping and the resid-
ual grouping, the deduction must be
apportioned between the statutory
grouping and the residual grouping.
Where a deduction has been allocated
to a class of gross income which is in-
cluded in more than one statutory
grouping, such deduction must be ap-
portioned among the statutory
groupings and, where necessary, the re-
sidual grouping. Thus, in determining
the separate limitations on the foreign
tax credit imposed by section 904(d)(1)
or by section 907, the income within a
separate limitation category con-
stitutes a statutory grouping of income
and all other income not within that
separate limitation category (whether
domestic or within a different separate
limitation category) constitutes the re-
sidual grouping. In this regard, the
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same method of apportionment must
be used in apportioning a deduction to
each separate limitation category.
Also, see paragraph (f)(1)(iii) of this
section with respect to the apportion-
ment of deductions among the statu-
tory groupings designated in section
904(d)(1). If the class of gross income to
which a deduction has been allocated
consists entirely of a single statutory
grouping or the residual grouping,
there is no need to apportion that de-
duction. If a deduction is not definitely
related to any gross income, it must be
apportioned ratably as provided in
paragraph (c)(3) of this section. A de-
duction is apportioned by attributing
the deduction to gross income (within
the class to which the deduction has
been allocated) which is in one or more
statutory groupings and to gross in-
come (within the class) which is in the
residual grouping. Such attribution
must be accomplished in a manner
which reflects to a reasonably close ex-
tent the factual relationship between
the deduction and the grouping of gross
income. In apportioning deductions, it
may be that for the taxable year there
is no gross income in the statutory
grouping or that deductions will exceed
the amount of gross income in the stat-
utory grouping. See paragraph (d)(1) of
this section with respect to cases in
which deductions exceed gross income.
In determining the method of appor-
tionment for a specific deduction, ex-
amples of bases and factors which
should be considered include, but are
not limited to—

(i) Comparison of units sold,

(ii) Comparison of the amount of
gross sales or receipts,

(iii) Comparison of costs of goods
sold,

(iv) Comparison of profit contribu-
tion,

(v) Comparison of expenses incurred,
assets used, salaries paid, space uti-
lized, and time spent which are attrib-
utable to the activities or properties
giving rise to the class of gross income,
and

(iv) Comparison of the amount of
gross income.

Paragraph (e) (2) through (8) of this
section provides the applicable rules
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for allocation and apportionment of de-
ductions for interest, research and de-
velopment expenses, and certain other
deductions. The effects on tax liability
of the apportionment of deductions and
the burden of maintaining records not
otherwise maintained and making
computations not otherwise made shall
be taken into consideration in deter-
mining whether a method of apportion-
ment and its application are suffi-
ciently precise. A method of apportion-
ment described in this paragraph (c)(1)
may not be used when it does not re-
flect, to a reasonably close extent, the
factual relationship between the deduc-
tion and the groupings of income. Fur-
thermore, certain methods of appor-
tionment described in this paragraph
(c)(1) may not be used in connection
with any deduction for which another
method is prescribed. The principles
set forth above are applicable in appor-
tioning both deductions definitely re-
lated to a class which constitutes less
than all of the taxpayer’s gross income
and to deductions related to all of the
taxpayer’s gross income. If a deduction
is not related to any class of gross in-
come, it must be apportioned ratably
as provided in paragraph (c)(3) of this
section.

(2) Apportionment based on assets. Cer-
tain taxpayers are required by para-
graph (e)(2) of this section and §1.861-
9T to apportion interest expense on the
basis of assets. A taxpayer may appor-
tion other deductions based on the
comparative value of assets that gen-
erate income within each grouping,
provided that such method reflects the
factual relationship between the deduc-
tion and the groupings of income and is
applied in accordance with the rules of
§1.861-9T(g). In general, such appor-
tionments must be made either on the
basis of the tax book value of those as-
sets or on their fair market value.
However, once the taxpayer uses fair
market value, the taxpayer and all re-
lated persons must continue to use
such method unless expressly author-
ized by the Commissioner to change
methods. For purposes of this para-
graph (c)(2) the term related persons
means two or more persons in a rela-
tionship described in section 267(b). In
determining whether two or more cor-
porations are members of same con-

§1.861-8T

trolled group under section 267(b)(3), a
person is considered to own stock
owned directly by such person, stock
owned with the application of section
1563(e)(1), and stock owned by the ap-
plication of section 267(c). In deter-
mining whether a corporation is re-
lated to a partnership under section
267(b)(10), a person is considered to own
the partnership interest owned directly
by such person and the partnership in-
terest owned with the application of
section 267(e)(3). In the case of any cor-
porate taxpayer that—

(i) Uses tax book value, and

(ii) Owns directly or indirectly (with-
in the meaning of §1.861-11T'(b)(2)(ii)) 10
percent or more of the total combined
voting power of all classes of stock en-
titled to vote in any other corporation
(domestic or foreign) that is not a
member of the affiliated group (as de-
fined in section 864(e)(5)), such tax-
payer shall adjust its basis in that
stock in the manner described in
§1.861-11T(b).

(3) [Reserved]

(d) Excess of deductions and excluded
and eliminated items of income. (1) [Re-
served]

(2) Allocation and apportionment to ex-
empt, excluded or eliminated income—i®)
In general. In the case of taxable years
beginning after December 31, 1986, ex-
cept to the extent otherwise permitted
by §1.861-13T, the following rules shall
apply to take account of income that is
exempt or excluded, or assets gener-
ating such income, with respect to al-
location and apportionment of deduc-
tions.

(A) Allocation of deductions. In allo-
cating deductions that are definitely
related to one or more classes of gross
income, exempt income (as defined in
paragraph (d)(2)(ii) of this section)
shall be taken into account.

(B) Apportionment of deductions. In ap-
portioning deductions that are defi-
nitely related either to a class of gross
income consisting of multiple
groupings of income (whether statu-
tory or residual) or to all gross income,
exempt income and exempt assets (as
defined in paragraph (d)(2)(ii) of this
section) shall not be taken into ac-
count.

For purposes of apportioning deduc-
tions which are not taken into account
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under §1.1502-13 in determining gain or
loss from intercompany transactions,
as defined in §1.1502-13, income from
such transactions shall be taken into
account in the year such income is ul-
timately included in gross income.

(ii) Exempt income and exempt asset de-
fined—(A) In general. For purposes of
this section, the term exempt income
means any income that is, in whole or
in part, exempt, excluded, or elimi-
nated for federal income tax purposes.
The term exempt asset means any asset
the income from which is, in whole or
in part, exempt, excluded, or elimi-
nated for federal tax purposes.

(B) Certain stock and dividends. The
term ‘‘exempt income’” includes the
portion of the dividends that are de-
ductible under—

(1) Section 243(a) (1) or (2) (relating to
the dividends received deduction),

(2) Section 245(a) (relating to the
dividends received deduction for divi-
dends from certain foreign corpora-
tions).

Thus, for purposes of apportioning de-
ductions using a gross income method,
gross income would not include a divi-
dend to the extent that it gives rise to
a dividend received deduction under ei-
ther section 243(a)(1), section 243(a)(2),
or section 245(a). In the case of a life
insurance company taxable under sec-
tion 801, the amount of such stock that
is treated as tax exempt shall not be
reduced because a portion of the divi-
dends received deduction is disallowed
as attributable to the policyholder’s
share of such dividends. See §1.861-
14T(h) for a special rule concerning the
allocation of reserve expenses of a life
insurance company. In addition, for
purposes of apportioning deductions
using an asset method, assets would
not include that portion of stock equal
to the portion of dividends paid there-
on that would be deductible under ei-
ther section 243(a)(1), section 243(a)(2),
or section 245(a). In the case of stock
which generates, has generated, or can
reasonably be expected to generate
qualifying dividends deductible under
section 243(a)(3), such stock shall not
constitute a tax exempt asset. Such
stock and the dividends thereon will,
however, be eliminated from consider-
ation in the apportionment of interest
expense under the consolidation rule
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set forth in §1.861-10T(c), and in the ap-
portionment of other expenses under
the consolidation rules set forth in
§1.861-14T.

(iii) Income that is not considered tax
erempt. The following items are not
considered to be exempt, eliminated, or
excluded income and, thus, may have
expenses, losses, or other deductions
allocated and apportioned to them:

(A) In the case of a foreign taxpayer
(including a foreign sales corporation
(FSC)) computing its effectively con-
nected income, gross income (whether
domestic or foreign source) which is
not effectively connected to the con-
duct of a United States trade or busi-
ness;

(B) In computing the combined tax-
able income of a DISC or FSC and its
related supplier, the gross income of a
DISC or a FSC;

(C) For all purposes under subchapter
N of the Code, including the computa-
tion of combined taxable income of a
possessions corporation and its affili-
ates under section 936(h), the gross in-
come of a possessions corporation for
which a credit is allowed under section
936(a); and

(D) Foreign earned income as defined
in section 911 and the regulations
thereunder (however, the rules of
§1.911-6 do not require the allocation
and apportionment of certain deduc-
tions, including home mortgage inter-
est, to foreign earned income for pur-
poses of determining the deductions
disallowed under section 911(d)(6)).

(iv) Prior years. For expense alloca-
tion and apportionment rules applica-
ble to taxable years beginning before
January 1, 1987, and for later years to
the extent permitted by §1.861-13T, see
§1.861-8(d)(2) (Revised as of April 1,
1986).

(e) Allocation and apportionment of cer-
tain deductions. (1) [Reserved]. For fur-
ther guidance, see §1.861-8(e)(1).

(2) Interest. The rules concerning the
allocation and apportionment of inter-
est expense and certain interest
equivalents are set forth in §§1.861-9T
through §1.861-13T.

(3)-(11) [Reserved]. For further guid-
ance, see §1.861-8(e)(3) through (e)(11).
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(4) Stewardship and controlled serv-
ices—(1) Expenses attributable to con-
trolled services. If a corporation per-
forms a controlled services transaction
(as defined in §1.482-9T(1)(3)), which in-
cludes any activity by one member of a
group of controlled taxpayers that re-
sults in a benefit to a related corpora-
tion, and the rendering corporation
charges the related corporation for
such services, section 482 and these reg-
ulations provide for an allocation
where the charge is not consistent with
an arm’s length result as determined.
The deductions for expenses of the cor-
poration attributable to the controlled
services transaction are considered
definitely related to the amounts so
charged and are to be allocated to such
amounts.

(ii) Stewardship expenses attributable
to dividends received. Stewardship ex-
penses, which result from ‘‘overseeing”’
functions undertaken for a corpora-
tion’s own benefit as an investor in a
related corporation, shall be considered
definitely related and allocable to divi-
dends received, or to be received, from
the related corporation. For purposes
of this section, stewardship expenses of
a corporation are those expenses re-
sulting from ‘‘duplicative activities”
(as defined in §1.482-9T(1)(3)(iii)) or
“‘shareholder activities” (as defined in
§1.482-9T(1)(3)(iv)) of the corporation
with respect to the related corporation.
Thus, for example, stewardship ex-
penses include expenses of an activity
the sole effect of which is either to pro-
tect the corporation’s capital invest-
ment in the related corporation or to
facilitate compliance by the corpora-
tion with reporting, legal, or regu-
latory requirements applicable specifi-
cally to the corporation, or both. If a
corporation has a foreign or inter-
national department which exercises
overseeing functions with respect to re-
lated foreign corporations and, in addi-
tion, the department performs other
functions that generate other foreign-
source income (such as fees for services
rendered outside of the United States
for the benefit of foreign related cor-
porations, foreign-source royalties, and
gross income of foreign branches),
some part of the deductions with re-
spect to that department are consid-
ered definitely related to the other for-
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eign-source income. In some instances,
the operations of a foreign or inter-
national department will also generate
United States source income (such as
fees for services performed in the
United States). Permissible methods of
apportionment with respect to stew-
ardship expenses include comparisons
of time spent by employees weighted to
take into account differences in com-
pensation, or comparisons of each re-
lated corporation’s gross receipts,
gross income, or unit sales volume, as-
suming that stewardship activities are
not substantially disproportionate to
such factors. See paragraph (f)(5) of
this section for the type of verification
that may be required in this respect.
See §1.482-9T(1)(5) for examples that il-
lustrate the principles of §1.482-
9T(1)(3). See Example 17 and Example 18
of paragraph (g) of this section for the
allocation and apportionment of stew-
ardship expenses. See paragraph (b)(3)
of this section for the allocation and
apportionment of deductions attrib-
utable to supportive functions other
than stewardship expenses, such as ex-
penses in the nature of day-to-day
management, and paragraph (e)(b) of
this section generally for the alloca-
tion and apportionment of deductions
attributable to legal and accounting
fees and expenses.

(f) Miscellaneous matters—(1) Operative
sections. (i) [Reserved]

(ii) Separate limitations to the foreign
tax credit. Section 904(d)(1) requires
that the foreign tax credit limitation
be determined separately in the case of
the types of income specified therein.
Accordingly, the income within each
separate limitation category con-
stitutes a statutory grouping of income
and all other income not within that
separate limitation category (whether
domestic or within a different separate
limitation category) constitutes the re-
sidual groups.

(iii) [Reserved]

(2)-(3) [Reserved]

(4) Adjustments made under other provi-
sions of the Code—(i) In general. If an
adjustment which affects the taxpayer
is made under section 482 or any other
provision of the Code, it may be nec-
essary to recompute the allocations
and apportionments required by this
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section in order to reflect changes re-
sulting from the adjustment. The re-
computation made by the Commis-
sioner shall be made using the same
method of allocation and apportion-
ment as was originally used by the tax-
payer, provided such method as origi-
nally used conformed with paragraph
(a)(b) of this section and, in light of the
adjustment, such method does not re-
sult in a material distortion. In addi-
tion to adjustments which would be
made aside from this section, adjust-
ments to the taxpayer’s income and de-
ductions which would not otherwise be
made may be required before applying
this section in order to prevent a dis-
tortion in determining taxable income
from a particular source of activity.
For example, if an item included as a
part of the cost of goods sold has been
improperly attributed to specific sales,
and, as a result, gross income under
one of the operative sections referred
to in paragraph (f)(1) of this section is
improperly determined, it may be nec-
essary for the Commissioner to make
an adjustment to the cost of goods
sold, consistent with the principles of
this section, before applying this sec-
tion. Similarly, if a domestic corpora-
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tion transfers the stock in its foreign
subsidiaries to a domestic subsidiary
and the parent corporation continues
to incur expenses in connection with
protecting its capital investment in
the foreign subsidiaries (see paragraph
(e)(4) of this section), it may be nec-
essary for the Commissioner to make
an allocation under section 482 with re-
spect to such expenses before making
allocations and apportionments re-
quired by this section, even though the
section 482 allocation might not other-
wise be made.

(5) [Reserved]

(g) [Reserved]

Examples 1-16. [Reserved]

Example 17. Stewardship Expenses (Consoli-
dation). (i) (A) Facts. X, a domestic corpora-
tion, wholly owns M, N, and O, also domestic
corporations. X, M, N, and O file a consoli-
dated income tax return. All the income of X
and O is from sources within the United
States, all of M’s income is general limita-
tion income from sources within South
America, and all of N’s income is general
limitation income from sources within Afri-
ca. X receives no dividends from M, N, or O.
During the taxable year, the consolidated
group of corporations earned consolidated
gross income of $550,000 and incurred total
deductions of $370,000 as follows:

Gross income Deductions
Corporations:
X $100,000 $50,000
M . 250,000 100,000
N. 150,000 200,000
O . 50,000 20,000
Total . 550,000 370,000

(B) Of the $50,000 of deductions incurred by
X, $15,000 relates to X’s ownership of M;
$10,000 relates to X’s ownership of N; $5,000
relates to X’s ownership of O; and the sole ef-
fect of the entire $30,000 of deductions is to
protect X’s capital investment in M, N, and
0. X properly categorizes the $30,000 of de-
ductions as stewardship expenses. The re-
mainder of X’s deductions ($20,000) relates to
production of United States source income
from its plant in the United States.

(ii) (A) Allocation. X’s deductions of $50,000
are definitely related and thus allocable to
the types of gross income to which they give
rise, namely $25,000 wholly to general limita-
tion income from sources outside the United
States ($15,000 for stewardship of M and
$10,000 for stewardship of N) and the remain-
der ($25,000) wholly to gross income from
sources within the United States. Expenses

incurred by M and N are entirely related and
thus wholly allocable to general limitation
income earned from sources without the
United States, and expenses incurred by O
are entirely related and thus wholly allo-
cable to income earned within the United
States. Hence, no apportionment of expenses
of X, M, N, or O is necessary. For purposes of
applying the foreign tax credit limitation;
the statutory grouping is general limitation
gross income from sources without the
United States and the residual grouping is
gross income from sources within the United
States. As a result of the allocation of deduc-
tions, the X consolidated group has taxable
income from sources without the United
States in the amount of $75,000, computed as
follows:
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Foreign source general limitation gross income:

§1.861-8T

($250,000 from M + $150,000 from N)

Less: Deductions allocable to foreign source general limitation gross income:
($25,000 from X, $100,000 from M, and $200,000 from N) ......

Total foreign-source taxable income .......

....... $400,000

325,000

75,000

(B) Thus, in the combined computation of
the general limitation, the numerator of the
limiting fraction (taxable income from
sources outside the United States) is $75,000.

Example 18. Stewardship and Supportive Ex-
penses. (i) (A) Facts. X, a domestic corpora-
tion, manufactures and sells pharma-
ceuticals in the United States. X’s domestic
subsidiary S, and X’s foreign subsidiaries T,
U, and V perform similar functions in the
United States and foreign countries T, U,
and V, respectively. Each corporation de-
rives substantial net income during the tax-
able year that is general limitation income
described in section 904(d)(1). X’s gross in-
come for the taxable year consists of:

Domestic sales income ...........cccccceeiiininnnnns $32,000,000

Dividends from S (before dividends received
deduction) 3,000,000
Dividends from T 2,000,000
Dividends from U 1,000,000
Dividends from V ... 0
Royalties from Tand U ... . 1,000,000
Fees from U for services performed by X ..... 1,000,000
Total gross iNCOME .......ccccevevecnennene 40,000,000

(B) In addition, X incurs expenses of its su-
pervision department of $1,500,000.

(C) X’s supervision department (the De-
partment) is responsible for the supervision
of its four subsidiaries and for rendering cer-
tain services to the subsidiaries, and this De-
partment provides all the supportive func-
tions necessary for X’s foreign activities.
The Department performs three principal
types of activities. The first type consists of
services for the direct benefit of U for which
a fee is paid by U to X. The cost of the serv-
ices for U is $900,000 (which results in a total
charge to U of $1,000,000). The second type
consists of activities described in §1.482-
9(1)(3)(iii) that are in the nature of share-
holder oversight that duplicate functions
performed by the subsidiaries’ own employ-
ees and that do not provide an additional
benefit to the subsidiaries. For example, a
team of auditors from X’s accounting depart-
ment periodically audits the subsidiaries’
books and prepares internal reports for use
by X’s management. Similarly, X’s treasurer
periodically reviews for the board of direc-
tors of X the subsidiaries’ financial policies.
These activities do not provide an additional
benefit to the related corporations. The cost
of the duplicative services and related sup-
portive expenses is $540,000. The third type of
activity consists of providing services which
are ancillary to the license agreements
which X maintains with subsidiaries T and

U. The cost of the ancillary services is
$60,000.

(ii) Allocation. The Department’s outlay of
$900,000 for services rendered for the benefit
of U is allocated to the $1,000,000 in fees paid
by U. The remaining $600,000 in the Depart-
ment’s deductions are definitely related to
the types of gross income to which they give
rise, namely dividends from subsidiaries S,
T, U, and V and royalties from T and U. How-
ever, $60,000 of the $600,000 in deductions are
found to be attributable to the ancillary
services and are definitely related (and
therefore allocable) solely to royalties re-
ceived from T and U, while the remaining
$540,000 in deductions are definitely related
(and therefore allocable) to dividends re-
ceived from all the subsidiaries.

(iii) (A) Apportionment. For purposes of ap-
plying the foreign tax credit limitation, the
statutory grouping is general limitation
gross income from sources outside the
United States and the residual grouping is
gross income from sources within the United
States. X’s deduction of $540,000 for the De-
partment’s expenses and related supportive
expenses which are allocable to dividends re-
ceived from the subsidiaries must be appor-
tioned between the statutory and residual
groupings before the foreign tax credit limi-
tation may be applied. In determining an ap-
propriate method for apportioning the
$540,000, a basis other than X’s gross income
must be used since the dividend payment
policies of the subsidiaries bear no relation-
ship either to the activities of the Depart-
ment or to the amount of income earned by
each subsidiary. This is evidenced by the fact
that V paid no dividends during the year,
whereas S, T, and U paid dividends of $1 mil-
lion or more each. In the absence of facts
that would indicate a material distortion re-
sulting from the use of such method, the
stewardship expenses ($540,000) may be appor-
tioned on the basis of the gross receipts of
each subsidiary.

(B) The gross receipts of the subsidiaries
were as follows:

S .. $4,000,000
T. — 3,000,000
U .. v 500,000
V et 1,500,000

L1 9,000,000

(C) Thus, the expenses of the Department
are apportioned for purposes of the foreign
tax credit limitation as follows:
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Apportionment of stewardship expenses to
the statutory grouping of gross income:
$540,000 x [($3,000,000 + $500,000 +

$1,500,000)/$9,000,000] ......ccovrmrrerivirarnne $300,000
Apportionment of supervisory expenses to
the residual grouping of gross income:

$540,000 x [$4,000,000/9,000,000] ........... 240,000
Total: Apportioned stewardship ex-

PENSE it 540,000

Examples 19-23. [Reserved]

Example 24. Exempt, excluded, or eliminated
income. (i) Income method—(A) Facts. X, a do-
mestic corporation organized on January 1,
1987, is engaged in a number of businesses
worldwide. X owns a 25-percent voting inter-
est in each of five corporations engaged in
the business A, two of which are domestic
and three of which are foreign. X incurs
stewardship expenses in connection with
these five stock investments in the amount
of $100. X apportions its stewardship ex-
penses using a gross income method. Each of
the five companies pays a dividend in the
amount of $100. X is entitled to claim the 80-
percent dividends received deduction on divi-
dends paid by the two domestic companies.
Because tax exempt income is considered in
the allocation of deductions, X’s $100 stew-
ardship expense is allocated to the class of
income consisting of dividends from business
A companies. However, because tax exempt
income is not considered in the apportion-
ment of deductions within a class of gross in-
come, the gross income of the two domestic
companies must be reduced to reflect the
availability of the dividends received deduc-
tion. Thus, for purposes of apportionment,
the gross income paid by the three foreign
companies is considered to be $100 each,
while the gross income paid by the domestic
companies is considered to be $20 each. Ac-
cordingly, X has total gross income from
business A companies, for purposes of appor-
tionment, of $340. As a result, $29.41 of X’s
stewardship expense is apportioned to each
of the foreign companies and $5.88 of X'’s
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stewardship expense is apportioned to each
of the domestic companies.

(ii) Asset method—(A) Facts. X, a domestic
corporation organized on January 1, 1987,
carries on a trade or business in the United
States. X has deductible interest expense in-
curred in 1987 of $60,000. X owns all the stock
of Y, a foreign corporation. X also owns 49
percent of the voting stock of Z, a domestic
corporation. Neither Y nor Z has retained
earnings and profits at the end of 1987. X ap-
portions its interest expense on the basis of
the fair market value of its assets. X has as-
sets worth $1,500,000 that generate domestic
source income, among which are tax exempt
municipal bonds worth $100,000, and the
stock of Z, which has a value of $500,000. The
Y stock owned by X has a fair market value
of $2,000,000 and generates solely foreign
source general limitation income.

(B) Allocation. No portion of X’s interest
expense is directly allocable solely to identi-
fied property within the meaning of §1.861-
10T. Thus, X’s deduction for interest is defi-
nitely related to all its gross income as a
class.

(C) Apportionment. For purposes of appor-
tioning expenses, assets that generate ex-
empt, eliminated, or excluded income are
not taken into account. Because X’s munic-
ipal bonds are tax exempt, they are not
taken into account in apportioning interest
expense. Since X is entitled to claim under
section 243 to 80-percent dividends received
deduction with respect to the dividend it re-
ceived from Z, 80 percent of the value of that
stock is not taken into account as an asset
for purposes of apportionment under the
asset method. X apportions its interest de-
duction between the statutory grouping of
foreign source general limitation income and
the residual grouping of domestic source in-
come as follows:

To foreign source general limitation in-
come:

176



Internal Revenue Service, Treasury

Interestexpense X

§1.861-8T

General limitation assets that are not tax exempt

Worldwide assets that are not tax exempt

$2,000,000

$60,000 x

= $40,000

($100,000 + $900,000 + $2,000,000)

Nonexempt foreign assets

20 percent of Z stock value + Nonexempt domestic assets + Nonexempt foreign assets

To domestic source income:

Interestexpense X

Domestic assets that are not tax exempt

Worldwide assets that are not tax exempt

$100,000 + $900,000

$60,000 x

= $20,000

($100,000 + $900,000 + $2,000,000)

20 percent of Z stock value + nonexempt domestic assets

20 percent of Z stock value + Nonexempt domestic assets + Nonexempt foreign assets

Examples 25-29. [Reserved]

Example 30. Income Taxes. (i) (A) Facts. As
in Erample 17 of this paragraph, X is a do-
mestic corporation that wholly owns M, N,
and O, also domestic corporations. X, M, N,
and O file a consolidated income tax return.
All the income of X and O is from sources
within the United States, all of M’s income
is general limitation income from sources
within South America, and all of N’s income
is general limitation income from sources
within Africa. X receives no dividends from
M, N, or O. During the taxable year, the con-
solidated group of corporations earned con-
solidated gross income of $550,000 and in-
curred total deductions of $370,000. X has
gross income of $100,000 and deductions of
$50,000, without regard to its deduction for
state income tax. Of the $50,000 of deductions
incurred by X, $15,000 relates to X’s owner-
ship of M; $10,000 relates to X’s ownership of
N; $5,000 relates to X’s ownership of O; and
the entire $30,000 constitutes stewardship ex-
penses. The remainder of X’s $20,000 of deduc-
tions (which is assumed not to include state
income tax) relates to production of U.S.
source income from its plant in the United
States. M has gross income of $250,000 and
deductions of $100,000, which yield foreign-
source general limitation taxable income of
$150,000. N has gross income of $150,000 and
deductions of $200,000, which yield a foreign-
source general limitation loss of $50,000. O
has gross income of $50,000 and deductions of
$20,000, which yield U.S. source taxable in-
come of $30,000.

(B) Unlike Example 17 of this paragraph (g),
however, X also has a deduction of $1,800 for
state A income taxes. X’s state A taxable in-
come is computed by first making adjust-
ments to the Federal taxable income of X to
derive apportionable taxable income for
state A tax purposes. An analysis of state A
law indicates that state A law also includes
in its definition of the taxable business in-
come of X which is apportionable to X’s
state A activities, the taxable income of M,
N, and O, which is related to X’s business. As
in Erample 25, the amount of apportionable
taxable income attributable to business ac-
tivities conducted in state A is determined
by multiplying apportionable taxable income
by a fraction (the ‘‘state apportionment frac-
tion”’) that compares the relative amounts of
payroll, property, and sales within state A
with worldwide payroll, property, and sales.
Assuming that X’s apportionable taxable in-
come equals $180,000, $100,000 of which is from
sources without the United States, and
$80,000 is from sources within the United
States, and that the state apportionment
fraction is equal to 10 percent, X has state A
taxable income of $18,000. The state A in-
come tax of $1,800 is then derived by applying
the state A income tax rate of 10 percent to
the $18,000 of state A taxable income.

(C){) Allocation and apportionment. Assume
that under Example 29, it is determined that
X’s deduction for state A income tax is defi-
nitely related to a class of gross income con-
sisting of income from sources both within
and without the United States, and that the
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state A tax is apportioned $1,000 to sources
without the United States, and $800 to
sources within the United States. Under Ex-
ample 17, without regard to the deduction for
X’s state A income tax, X has a separate loss
of ($25,000) from sources without the United
States. After taking into account the deduc-
tion for state A income tax, X’s separate loss
from sources without the United States is in-
creased by the $1,000 state A tax apportioned
to sources without the United States, and
equals a loss of ($26,000), for purposes of com-
puting the numerator of the consolidated
general limitation foreign tax credit limita-
tion.

(h) Effective dates—(1) In general. In
general, the rules of this section, as
well as the rules of §§1.861-9T, 1.861-
10T, 1.861-11T, 1.861-12T, and 1.861-14T
apply for taxable years beginning after
December 31, 1986, except for para-
graphs (a)(5)(ii), (b)(3), (e)4), (D (4)1),
and paragraph (g) Example 17, Example
18, and Example 30 of this section,
which are generally applicable for tax-
able years beginning after December 31,
2006. Also, see §§1.861-8(e)(12)(iv) and
1.861-14(e)(6) for rules concerning the
allocation and apportionment of deduc-
tions for charitable contributions. In
the case of corporate taxpayers, transi-
tion rules set forth in §1.861-13T pro-
vide for the gradual phase-in of certain
provisions of this and the foregoing
sections. However, the following rules
are effective for taxable years com-
mencing after December 31, 1988:

(i) Section 1.861-9T(b)(2) (concerning
the treatment of certain foreign cur-
rency).

(ii) Section 1.861-9T(d)(2) (concerning
the treatment of interest incurred by
nonresident aliens).

(iii) Section 1.861-10T(b)(3)(ii) (pro-
viding an operating costs test for pur-
poses of the nonrecourse indebtedness
exception).

(iv) Section 1.861-10T(b)(6) (con-
cerning excess collaterilzation of non-
recourse borrowings).

(2) In addition, 1.861-10T(e) (con-
cerning the treatment of related con-
trolled foreign corporation indebted-
ness) is applicable for taxable years
commencing after December 31, 1987.
For rules for taxable years beginning
before January 1, 1987, and for later
years to the extent permitted by 1.861-
13T, see 1.861-8 (revised as of April 1,
1986).
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(3) Expiration date. The applicability
of the paragraphs (a)(5)(ii), (b)(3), (e)(4),
(£)(4)({), and paragraph (g) Erxample 17,
Example 18, and Example 30 of this sec-
tion, expires on or before July 31, 2009.

[T.D. 8228, 53 FR 35474, Sept. 14, 1988, as
amended by T.D. 8286, 56 FR 3054, Jan. 30,
1990; T.D. 8337, 56 FR 10369, Mar. 12, 1991;
T.D.8597, 60 FR 36679, July 18, 1995; T.D. 8805,
64 FR 1509, Jan. 11, 1999; T.D. 8973, 66 FR
67083, Dec. 28, 2001; T.D. 9143, 69 FR 44932,
July 28, 2004; T.D. 9211, 70 FR 40663, July 14,
2005; T.D. 9278, 71 FR 44515, Aug. 4, 2006; 71 FR
76903, Dec. 22, 2006]

EDITORIAL NOTE: At 71 FR 76903, Dec. 22,
2006, §1.861-8T was amended as follows:

2. Paragraph (g), paragraph (i) following
Example 30. (i)(C) is redesignated as para-
graph (ii) and the paragraph designation for
Ezxample 30. (i)(C) is removed. However, the
amendment could not be incorporated be-

cause of inaccurate amendatory instruc-
tions.
§1.861-9 Allocation and apportion-

ment of interest expense.

(a) through (g)(1)(i) [Reserved]. For
further guidance, see §1.861-9T(a)
through (g)(1)(1).

(2)(1)(ii) [Reserved]. For further guid-
ance, see the second sentence in §1.861—

9T(g)(1)(ii).
(g)(1)(ii) through (h)(4) [Reserved].
For further guidance, see §1.861-

9T(g)(1)(iii) through (h)(4).

(h)(6) Charactericing stock in related
persons—(i) General rule. Stock in a re-
lated person held by the taxpayer or by
another related person shall be charac-
terized on the basis of the fair market
value of the taxpayer’s pro rata share
of assets held by the related person at-
tributed to each statutory grouping
and the residual grouping under the
stock characterization rules of §1.861-
12T(c)(3)(ii), except that the portion of
the value of intangible assets of the
taxpayer and related persons that is
apportioned to the related person
under §1.861-9T'(h)(2) shall be charac-
terized on the basis of the net income
before interest expense of the related
person within each statutory grouping
or residual grouping (excluding income
that is passive under §1.904-4(b)).

(ii) Special rule for section 936 corpora-
tions regarding alternative minimum tazx.
For purposes of characterizing stock in
a related section 936 corporation in de-
termining foreign source alternative
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